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THE INCOME OF CAPITAL 

SUMMARY 

I. Recent development of agio theory; time-preference, 313. — A 
wrong view of psychology of investment, 315. — No exchange of time- 
values, 316. — II. Modern form of abstinence theory, 318. — No valid 
generalization possible in regard to abstinence, 318. — Abstinential sav- 
ings not regulative of rate of return, 319. — Rate due to objective factors, 
320. — III. Productivity theory based on restricted view of productive 
process, 322. — Impossibility of distinguishing a product of capital if 
entire process is taken into consideration, 323. — IV. Minimum of 
data necessary to theory of income of capital, 324. — Failure of certain 
theories to account for necessary data, 325. — Capital resolvable 
into wages, 326. — Wages determined independently of product of 
capitalistic industry, 327. — Income of capital a residual, 328. — 
V. How profit is kept from consumer, 332. — How profit is kept from 
laborer, 333. — The capitalistic opportunity curve, 334. — Dependence 
of capitalistic income on limited development of capitalism, 335. — 
How rate of profit is determined, 337. — Limitations of theoretical 
method, 338. 

I 

The bias in favor of " psychological " economics 
has found its perfect expression in a recent develop- 
ment of the agio theory of interest. The much ques- 
tioned " technical superiority of present goods," the 
" objective " factor in Bohm-Bawerk's formulation, 
has been eliminated. Of the " causes " of interest 
there remain only the subjective factors, as a careless 
but convenient usage permits us to call the supposed 
desires and valuations of the consumer. The agio 
theory has thus become what Bohm-Bawerk asserted 
it to be, a logical development of the Austrian theory 
of value. As such it describes the " economic man," 
comparing utilities not only of goods in the present 
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and immediate future, but of the prospective goods 
of years to come. Interest becomes a problem in 
" subjective value." But is such a solution of the 
" vexed problem " possible ? And if not, in what 
direction should an inquiry into the nature and rate 
of capitalist income proceed ? 

To one not altogether under the spell of the " eco- 
nomic man " and his utilitarian calculus, the first 
impression made by this theory is that of remoteness 
from all the more obtrusive facts of economic life. 
Does time-preference l have any real effect in the 
business of the world ? We may admit that there 
are reasons for desiring to have goods at one time 
rather than at another. The professorial imagination 
has found no difficulty in devising occasions for com- 
paring present with future utilities, for forming pref- 
erences and noting " time-values." But such mental 
exercises are of no importance, unless time-preference 
is a psychic state that actually enters into the trans- 
actions out of which interest grows; unless it plays 
a part in borrowing, lending, and investing. 

Now whatever the mental states of the investor 
may be, they are not those attributed to him by the 
time-preference theory. That theory suggests a post- 
ponement of consumption, i. e. the consumption at 
some time of the capital which has been saved and 
invested. It formulates a comparison between a 
present quantity of consumable goods on the one hand, 
and an equal future quantity of goods in addition 
to the interest, on the other. But obviously, investors 
do not, as a rule, contemplate consuming their capital. 
The capital does not enter into both terms of the 
comparison between present and future sums. What 

1 Time-preference is defined by Professor Irving Fisher, Rate of Interest, p. 88, 
as the excess of present desirability of present goods over the present desirability of an 
equal amount of future goods. 
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the investor does is to compare the present or early 
consumption of, let us say, one thousand dollars worth 
of goods once and for all, with the later consumption 
of a permanent annual income of fifty dollars worth of 
goods obtainable without labor. There is a com- 
parison, indeed, of consumable wealth or, if you will, 
of " psychic income," or utilities of goods; but it is 
of goods or income appearing under very different 
conditions. A relatively large temporary satisfaction 
of desires is given up; a permanent, unlaborious 
recurrence of a much smaller sum is gained. The 
permanent character of interest income, and the fact 
that it comes without labor on the part of the recipient, 
are, to the capitalist, the significant characteristics 
of the " future goods " he purchases by means of his 
present goods. In the case of the active entrepreneur, 
as distinguished from the capitalist-lender, the cal- 
culations of an investment are slightly different, but 
equally unfavorable to the time-preference concept. 
The entrepreneur also hopes to get an income as a 
percentage of his thousand dollars, but looks for a 
higher rate than the capitalist; he looks for what, 
following the usage of the classical economists, we 
may call " profits of capital." To him the important 
aspect of investment is the fact that it represents 
business opportunity. Neither capitalist nor entre- 
preneur, however, lets a future capital sum enter into 
comparison with present goods. 

The purposes and calculations that lead up to and 
prevail in the process of investment are not those 
suggested by the theory under consideration. Time- 
preference is not consciously present. Indirect evi- 
dence, moreover, that estimates of time-value are 
not an important factor, may be found by considering 
the rates of interest on loans for different lengths of 
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time. If any part were played by a comparison of 
the utility or value of the capital sums loaned and 
returned, or of the goods these sums represent, then 
the longer the time intervening before the payment 
of the loan, the higher the agio or total of interest 
necessary as premium on present goods, or discount 
of the distant future goods. If the preference for 
present possession grew in direct ratio with the length 
of the loan period, a uniform annual rate of interest 
would be demanded for all loans of equal risk. A 
thirty year loan of one thousand dollars, for instance, 
would receive six times as many annual payments 
of fifty dollars, as a five year loan. But perhaps it 
may be argued that if time-preference governs the 
loan market, a prospect of payment at a very distant 
date would call for a higher rate of discount than a 
short period loan, that if a five year loan is satisfied 
with 5 X$50, a thirty year loan would demand 30 X$60; 
preference for present goods and sums growing at a 
greater rate than the time interval before the final 
payment. The facts of the loan market, however, 
do not fit either of the above suppositions as to the 
rate of growth of preference for present possession 
with increasing remoteness of future payments, and 
do not, therefore, fit the necessities of the time-pref- 
erence theory. Instead of a rate of interest on long 
time loans equal to, or greater than, that on short 
loans, we usually have a lower rate, — evidence that 
an undisturbed annual income is desired, and not the 
return of the whole equivalent of the " present goods " 
invested. 

Another weakness of the time-preference theory 
is its apparently necessary implication of an exchange 
of present against future goods. If no exchange of 
this kind can be demonstrated as part of the important 
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transactions in which the income of the capitalist 
arises, the conceivable influence of time-preference 
is too limited to afford the basis of a complete explana- 
tion of interest. Is there an exchange of this nature 
between the capitalist as lender, and the entrepreneur 
as borrower ? The former gives present goods. The 
latter, however, does not consume them, but invests 
them in his business. Obviously, both capitalist 
and entrepreneur look for a future return. They 
share in the profit of capital, the capitalist, because 
free of risk and labor, contenting himself with a part 
of the profit known as interest. Interest is " com- 
muted profit." 1 What is really given in exchange, 
therefore, is not consumable quantities of wealth of 
different dates, but different means and conditions 
of securing income. If there is an actual exchange 
of present for future goods, connected in any way 
with the capitalistic production of wealth, apparently 
it must be between entrepreneur and laborer. But 
no argument is needed to show that between these 
two parties there is no conscious bargaining over any 
difference in value due to the time that must elapse 
before goods become available for consumption. Was 
there ever a laborer conscious of a rate of time-pref- 
erence ? And was any such rate ever mentioned in 
the contest between trade-union and employer ? It 
is a safe conclusion that in the wage-contract, the one 
business relation in which present goods appear to be 
given for future goods on a large scale, time-preference 
plays no perceptible part and that the fiction of an 
exchange of time-values leads to absurdities. It 
would appear, therefore, that the concept of time- 
preference with its necessary implications is not fruit- 
ful for the theory of interest. It may have some 

• Hadley, Economics, p. 270. 
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value in the apologetics of the capitalist system, but 
for the scientific explanation of the source and rate 
of capitalist income, it has too little relation to the 
actual forces at work in the industrial world. 



II 

A partial concession to the bias in favor of economic 
analysis based on subjective factors is the abstinence 
theory as set forth by those who make it part of a dual 
explanation of interest, assigning to abstinence the 
regulation of the supply of capital, while demand is 
traced to other sources. As an account of the psy- 
chology of investment, it is not open to the same 
objections as the time-preference or agio theory. 
To some writers, it is true, the two theories seem 
indistinguishable. It is possible, however, to for- 
mulate the abstinence theory in such a way as to avoid 
the erroneous appearance of an exchange of a present 
capital (C), against a lump sum C + i (i representing 
interest). The exchange may be taken to be that of 
C against a series — i, i, i, i — of regularly recurrent 
sums. 

The theory has not escaped criticism. The doubts 
expressed by different writers as to whether the con- 
nection between the movements of the rate of interest, 
and the increase or decrease of saving and abstinence, 
is that assumed by this theory, have not been entirely 
disposed of. They make it appear at least questionable 
whether abstinence acts in such a uniform manner as 
to allow any valid generalization. 

The objection that the large capital accumulations 
of the rich are subject to no cost of abstinence, was 
apparently met by limiting the significance of absti- 
nence to the marginal saver. But this answer is not 
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conclusive. It was not proved by the adherents of 
the theory that abstinential savings are of sufficient 
amount to be in any way regulative of the rate of 
interest. No inquiry was made as to whether the 
capital that comes without abstinence may not, with 
its larger volume and more rapid changes, leave the 
tendencies and effects of abstinential savings a purely 
secondary movement, of imperceptible influence on 
the actual rate of capitalistic income. Nor can it be 
said that the conception of the rate of interest as a 
" supply price," inducing more or less marginal 
saving as it moves upward or downward, is essential 
to an understanding of how the rate is kept within 
certain limits. It may be held that the savings which 
rise and fall with the rate in such manner as to bring 
the interest rate to a point of equilibrium, are savings 
taken out of interest and profit, rather than out of 
wages and salaries. They rise and fall, not because 
of increase or decrease of inducement or " reward " 
held out to the saver, but because of an increase or 
decrease of the income out of which savings are made. 
Assume the standard of living to remain unchanged 
among the classes whose income is large enough to 
make saving habitual and continuous, and a change 
in the volume of saving easily follows a correspond- 
ing change in the volume of income. There is no 
searching of heart and of pocket-book to see whether 
some anticipated, tho uncertain percentage, offers 
sufficient reward for the pangs of abstinence. The 
dubious implication of the abstinence theory is that 
a little more or less of calculating abstention from 
consumption makes a great difference, and that the 
prime factor in bringing things to an equilibrium is 
a mental occupation with a future fact, i. e. with an 
anticipated reward. The moving fact, on the contrary, 
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is one that belongs to the past rather than to the future, 
the fact of increase or decrease of income. And the ob- 
jective fact of increased or decreased income may exert 
a regulative effect on the supply of capital without 
involving subjective factors, i. e. without calculation 
of what is lost or gained by saving and investment. 
Let spending go on at a given rate, and saving 1 
be what is left unspent. Then a rise or fall of money 
income means an equal rise or fall of this unspent 
residuum. It is not necessary, therefore, to refer to 
psychic factors, in order to arrive at a sufficient 
explanation of those regulative movements in the 
supply of capital which check the fluctuations of the 
interest rate. 

Moreover the accumulations that come out of large 
incomes of profit and interest are the only savings 
which can change with sufficient rapidity and volume 
to be decisive. They are at once affected by every 
change in the rate of profit and interest, while the 
savings made with reference to an anticipated rate 
change too slowly to have any perceptible influence. 
The effect of the latter can at most be a tendency, — 
a tendency nipped in the bud by the effect of the 
larger and swifter volume of those savings which 
change merely because income has changed. It is, 
therefore, doubtful whether, except in periods of 
unusual stability of the interest rate, the prevailing 
rate is ever one that just compensates the marginal 
saver's cost of abstinence. And when this happens, 
it is not because the marginal savers have helped to 
make the rate what it is, but because they have ad- 
justed themselves to existing conditions. It is evident, 
therefore, that the induced savings, those made with 

1 The word accumulation rather than the word " saving " should perhaps be used 
in this connection, as less connotatlve of thought and effort. 
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reference to a given rate of prospective reward, the 
savings which the abstinence theory places in the 
center of the stage, have so little influence on capital 
accumulation and the rate of capitalistic gain, that a 
general theory of interest is warranted in disregarding 
their existence. Even if the abstinence theorists 
have correctly analyzed their origin and action, — 
a matter of some doubt, — these calculated abstinential 
savings are, to the extent of their tenuous being, a mere 
epiphenomenon of our modern economic system. 
They are not of sufficient significance to find a place 
in a general theory, and contribute practically nothing 
to the determination of the existing rate of interest. 

For the great accumulations of capital which rise 
and fall with the rise and fall of income, the prime 
factor or determinant of changing rates of accumula- 
tion is the amount of income out of which savings are 
made. In our description of these accumulations as 
an unspent residuum of income we have assumed, 
however, a certain quantity of expenditure or standard 
of living. This expenditure constitutes a limiting 
factor to the quantity of capital accumulation, and 
the abstinence theorist may argue that the estab- 
lishment of such a standard of expenditure involves 
some comparison or calculation of the relative utility 
of spending and of saving. Now the occurrence of 
occasional meditations upon the relative utility of 
saving and of spending may be granted, and also their 
effect on the formation of a standard of living. But 
it is denied that for the class of savers under considera- 
tion the prospect of any given rate of return enters 
into the attractions of saving or accumulating capital. 
To be sure, expected returns of some kind on invest- 
ment constitute an inducement to saving, a support 
of the habit of saving, a general reason for saving at 
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all. But that does not mean that different rates of 
prospective return directly determine the amount of 
saving. The implication of the abstinence theory, 
that prospective rates of return have this determin- 
ing effect, has never been more than an unproved 
assumption. Moreover, such considerations of the 
attractions of saving as may affect the standard of 
expenditures are occasional, and do not come in 
response to every change in the rate of interest. It 
is legitimate, therefore, to regard the standard of 
living as a relatively fixed factor and to account for 
changes in the rate of capital accumulation as result- 
ing primarily and directly from changes in the volume 
of income. 

If the view just presented gives a substantially 
true picture of what takes place in the modern world 
of capital accumulation and investment, we need not 
look to the abstinence theory, nor to any theory based 
primarily on " subjective " factors, for an explanation 
of the rate of capitalistic income. It may be granted 
that there are subjective factors, and that theoreti- 
cally they have some effect on capital and its rate of 
return. The direction and character of that effect 
are doubtful. But the obviously important facts are 
objective in their nature; and to these our attention 
may now be directed. 

Ill 

In studying the objective factors of the process of 
capitalistic production and distribution, we cannot 
escape consideration of the productivity theory of 
interest. It has taken on a great variety of forms, 
but in almost all cases it operates with a conception of 
capital as a group of concrete goods used as instru- 
ments of production. A number of objections have 
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been urged against it, the most serious being that the 
value of capital goods which it assumes as known 
cannot be determined independently of the rate of 
interest. In trying to account for the rate of interest, 
it moves in a circle. This objection has been stated 
so frequently and so well, that it requires no further 
discussion. Another weakness of the theory is its 
failure to take account of certain important interest- 
yielding investments. The entrepreneur expects to 
gain at least the rate of interest from all of his 
business outlays; not only from what he spends for 
" capital goods," but also from his expenditures for 
labor. The productivity theory, in restricting capital 
to concrete instruments and materials, says nothing 
about the interest earned by the employer's pay-roll. 
Its conception of capital is too narrow. 

These shortcomings of the popular form of the 
theory raise the question whether the source of trouble 
may not be a failure to consider the fundamental 
character of capitalistic production. The restricted 
concept of capital limits the view to one segment of 
the long process of production. In asking what is 
added to the product by the use of a given capital 
good, the productivity theory fixes attention on one 
of the later stages of the process of production and 
fails to go back to the beginning of the process. It 
proceeds, in the language of Bohm-Bawerk, as if the 
capital had dropped from heaven. If, however, we 
broaden the concept of capital, and include every 
class of instrument connected with productive in- 
dustry, and if we view the process of production not 
by detached portions, but as a whole, a productivity 
theory of any kind becomes impossible. In the view 
of the productive process as a whole, it appears that 
we have nothing before us but human labor acting 
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upon the physical world. There is no capital as a 
distinct productive factor. The investment of capi- 
talist and entrepreneur, the use of capital regarded 
from the point of view of production, is nothing but 
a special way of applying labor, the " round-about," 
indirect, capitalistic way. And while nothing but 
labor is used, nothing is paid out by the entrepreneur 
in his business, nothing is " invested," that is not 
looked upon as capital. Entrepreneurs as a class, 
however, pay out nothing but wages. 1 It is only 
between members of the class of entrepreneurs, be- 
tween those in control of the different segments of 
the process of production of any commodity, that 
payments are made for anything that is not labor. 
The purchase and sale of the products of labor, which, 
as " intermediate goods," are necessary in making 
consumable goods, are a purely intra-class affair. 
As such, these transactions are only a method of divid- 
ing up the investment and the gains of capital in an 
extended process. In a comprehensive view of the 
process of production, there are, therefore, no separate 
outlays for labor and for capital. How, then, can 
one distinguish a separate " product of capital " ? 
How trace any such connection between product and 
the return of capital as would justify us in formulating 
a productivity theory ? 

IV 

Our hasty examination of some of the most widely 
accepted theories points, in the main, to negative 
conclusions. Considerations of space forbid a review 
of other theories and variants of theories. But perhaps 
enough of criticism has been given to prepare for a 
consideration of the nature of the problem before us 
and the data necessary to its solution. 

1 Setting aside land rent and taxes. 
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To make income appear as interest, it must be 
expressed as a proportion or percentual rate. Profit 
of capital, too, is a rate. If it were not calculable in 
this form, the entrepreneur would not know what to 
bid, in his bargain with the capitalist, and the capi- 
talist would be ignorant of the business value of what 
he had to offer. Let the rate of income (whether 
interest or profit) be represented by R, the income 
by I, the capital by C. Then 

I =CR. 

A fourth quantity of importance to the theory of 
interest, the gross income, is given in the equation 
F = I + C. 

It will suffice to know two of the quantities given 
in the above equations, in order to calculate the re- 
maining two. The theory of interest need not, there- 
fore, explain the quantitative determination of more 
than two of the four quantities. These, however, 
must be calculated independently of the other two. 
To derive them by assuming one or both of the re- 
maining values, and then to turn about and use them 
in accounting for the latter, would obviously be reason- 
ing in a circle. 

None of the theories so far examined has explained, 
or appears to be justified in assuming as accounted for, 
more than one quantity. That quantity is I ' (the 
gross income), if taken in the sense of the product in 
the shape of consumable goods, of a completed process 
of production. Its physical amount is explained by 
reference to the technical conditions of production, 
and its value by the demand of the market. If, 
however, I ' is to include the products of different 
stages of the productive process — producer's goods 
as well as consumer's goods — it cannot be accounted 
for without bringing in one of the other three values. 
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The productivity theory aims to explain R, the 
rate, by showing the relation between C and either 
I or I '. It must therefore account for the value of 
C, the capital, and at that point, as critics have shown, 
the theory breaks down. The time-preference and 
abstinence theories seek the origin of R in subjective 
conditions. But the time-preference theory gives a 
false view of the psychology of investment, and the 
abstinence theory, while suggesting factors which 
may have some influence on investment, fails to prove 
that those factors give a definite quantitative result, 
or, in other words, that they make R just what it is. 

One other quantity besides I ' (taken as the con- 
sumable product of a completed process) must be 
found. The attempts to find an independent origin 
for R have failed, and no way has been suggested of 
computing I without the introduction of either C or 
R. The theory of the income of capital must, there- 
fore, show the quantitative determination of C. No 
other course is left. With C determined, as well as 
I ', the minimum of data needed is given. But C 
must be determined independently of I (the income), 
and of R (the rate). Furthermore, as there appears 
to be no way of deriving C from I ' except by a not 
permissible use of either R or I, we may say that it is 
a necessity of theory that capital (C) be accounted 
for independently of the other values with which the 
theory of interest and profit has to reckon. 

What is capital ? If we view the production of 
any kind of consumable good as a whole, and disregard 
its segmentation into particular industries, we see 
that what entrepreneurs and capitalists, as a class, 
invest is just wages, nothing more. If capital be 
taken to mean simply wages, and wages can be shown 
to be determined independently of income of capital, 
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rate of profit or interest, and gross income, our prob- 
lem is solved. In view of the impossibility of securing 
the data necessary to a complete theory in any other 
way, it would appear worth while to try the concept 
of capital as consisting of the total of wages and see 
where it will lead. 

To the thought that wages are determined inde- 
pendently of the gross income, the product of labor, 
objection may be made from the point of view of 
the widely accepted productivity theory of wages. It 
may be maintained, however, that while the price of 
labor is indeed determined by its productivity, the 
labor whose product determines the level of wages, 
is not labor which is employed in capitalistic industry. 
The entire supply of labor of all countries in com- 
munication with the world's market needs to be con- 
sidered; not only labor employed by capital but also 
labor which is only potentially a supply to the capi- 
talist-entrepreneur or competes with the labor that 
is part of such potential supply. It is not necessary 
nor in keeping with the methods of economic theory, 
to hold to a productivity theory of wages which makes 
it appear that we have the labor supply of capitalistic 
districts only to reckon with. The price of labor is 
determined by its product not at the margin of em- 
ployment, but at the margin of opportunity, the 
margin open to non-capitalistic free labor. If it were 
the product of employed labor only that determined 
wages, it would be necessary to assume a rate of in- 
terest to get at the rate of wages. The employer 
could not afford to pay more than the discounted 
value of the product to the laborer. But interest or 
discount, we are trying to show, grows out of the 
difference between value of product and price of labor. 
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It does not determine wages, but is determined by 
wages. It is necessary, therefore, unless we are willing 
to accept some explanation of a rate of interest based 
on subjective grounds, that we account for the price 
of labor independently of the rate of interest, or of 
the product of capitalistic industry. If we view the 
productive process as a whole, instead of taking it by 
segments and designating the intermediate products 
of labor as capital, it appears very clearly that we are 
driven to a choice between two theories of residual 
income. Either we must show the rate of interest as 
determined by subjective factors, by calculations of 
the cost of abstinence or waiting, — in which case the 
wage-earner is the residual claimant, — or we must 
find an independent explanation of wages, in which case 
profit of capital can be accounted for as residual income. 
Now as regards the price of unskilled labor, the 
determining factors are the conditions of life and 
work of the classes from which capitalistic industries 
recruit their industrial armies, the peasantry and 
handicraftsmen of the old world, and the potential 
frontiersmen of the new. What are the conditions 
of land ownership and opportunities of getting land ? 
What the quality and location of land accessible to 
peasant or pioneer ? What the legal and social 
institutions of countries just emerging from precapi- 
talistic conditions and customs ? Such factors as 
the enclosure of common lands, the assertion of feudal 
privileges and political oppression, the ruin or persis- 
tence of handicrafts, together with factors affecting 
the ease or difficulty of transportation to the scene 
of capitalistic industry or away from it to a frontier 
of free land, have been at different times and places 
the important forces determining what supplies of 
labor, and at what price, could be obtained for factory, 
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mine, and railroad. On the whole, the price that must 
be paid is determined by a standard of living that has 
grown out of the economic opportunities of those 
rural and non-capitalistic districts and occupations 
from which new supplies of labor are drawn. In these 
districts and occupations the productivity of labor 
and the standard of living have come to an equilibrium, 
determining thus the average income of the classes 
from which come the new recruits for capitalistic 
employment. The wage that needs to be paid to 
secure such labor is equal to that income, with possibly 
enough in addition to pay cost of transportation and 
to create a sufficient inducement for the necessary 
change of occupation and residence. In such manner 
the price of unskilled labor may be accounted for. 
For work of higher grade the capitalist must pay the 
wage of unskilled labor plus the expenses of rearing 
and educating a more specialized or a more intelligent 
type of man or woman. According to this view, 
unskilled labor is the source of supply of skilled labor. 
In the long run, it is not the productive value of high 
grade labor that determines its reward, but the cost 
of unskilled labor and of converting unskilled into 
skilled labor. The price of unskilled labor, therefore, 
is fundamental to the determination of wages for all 
grades of employment. From the point of view of 
capitalistic industry, it is cost rather than utility to 
purchaser that determines the price of labor. In 
other words, the standard of living, determined for 
unskilled labor by conditions outside of capitalistic 
industry, enters as an independent factor into the 
determination of the wages paid in capitalistic in- 
dustries. The price of labor is, therefore, determined 
independently of the rate of profit and interest, and 
of the productivity of the capitalistic process. Capital, 
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in the form of wages, being thus independently de- 
termined, the return to capital in profit and interest 
may be explained as a residual income. 

By using expensive, " round-about " processes and 
methods of utilizing natural forces, not accessible to 
the laborer because of his ignorance and poverty; by 
organizing, disciplining, and driving laborers to greater 
effort than they will or can put forth when working by 
and for themselves, — capitalistic industry produces a 
surplus, a value in excess of what is paid out in wages. 
The wages paid constitute the capital invested, if we 
regard industry as a whole. The surplus product is 
profit of capital plus land rent. Setting aside rent as 
the differential income of superior land, this surplus, 
as profit of capital, can be stated as a percentual rate 
of the sum paid out as wages. How this rate is divided 
between capitalist and entrepreneur, establishing a 
rate of interest, as distinct from this rate of profit, we 
need not consider at present. It is not a problem 
that presents insuperable difficulties. 1 The crucial 
problem is the rate of profit. 

This theory of profit makes the productive advan- 
tage of the capitalistic process appear as an important 
source of profit and interest, yet cannot properly be 
called a productivity theory. The surplus of product 
left after wages are paid, which constitutes profit, 
while largely due to the technological advantage of 
using capital, can in part be traced to other sources. 
Some of it is due to the knowledge and energy of those 
organizing industry. Some also to all those forces, 
whether operating within or without the sphere of 
capitalism, which keep down the standard of living 
and narrow the economic opportunities of non-capital- 

1 A very satisfactory account of how the rate of interest is established can be found 
In Hadley's Economics, p. 269 ff. 
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istic labor. 2 Nor does it follow that the entire tech- 
nological advantage will go to capitalist and entre- 
preneur, and that the laborer may never have a share 
in it. Some of the surplus may be used to lure labor 
into the capitalistic system. Some may go to labor 
when a strong union seizing a temporary advantage 
drives a hard bargain. Some goes to skilled labor 
which has been reared within capitalistic districts 
and which outside of capitalistic industries could 
look for no return whatever. 

The title of productivity theory would not fit the 
the views here set forth. Nor would the term ex- 
ploitation theory be any more appropriate, altho it 
is suggested that interest grows out of a portion of the 
product of labor withheld from the laborer. The 
term exploitation carries an ethical connotation which 
it would have been well to keep out of economic theory. 
Whether there is the moral wrong of exploitation at 
the source of capitalistic income is a question outside 
of the scope of economic investigation. It is not 
probable that the purely economic theory of distribu- 
tion can contribute more than a small part of the 
data necessary to a judgment upon the present social 
system as a whole, and of the ethical status of the 
income of capital in particular. We are taking a 
small and inadequate view of the problem raised by 
socialism, if hopes or fears of settling that problem 
give any bias to our thought in the study of the theory 
of interest and profit. It is desirable, therefore, if a 
name must be given to the theory here set forth, to 
find a term without ethical flavor. Such a safe, 
colorless term, one properly applicable, is that of 

* Loria and Oppenheimer have especially emphasized conditions of land owner- 
ship as the source of capitalistic gain. See a good summary of Lorla's writing by 
Rabbeno in Political Science Quarterly, vol. vii. Of Oppenheimer's writings see es- 
pecially his Grundeigentum und Sociale Frage, 1898. 
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residual-claimant theory. It is the name which has 
been given to the theory of profit on capital of Ricardo 
and Marx, with which our theory is in substantial 
agreement. 1 



Altho it is intended merely to indicate a possible 
theory of profit, leaving amplification and defense 
of the theory suggested for another occasion, it will be 
well to consider briefly three questions suggestive of 
objections to the theory here advanced. (1) What 
is there to prevent excess product due to capital from 
bringing about a fall of values which would extinguish 
profit and interest ? (2) What keeps labor from 
demanding and obtaining all that it produces ? (3) 
How is the surplus value growing out of a series of 
processes, under the control of different entrepreneurs, 
distributed as a fairly uniform rate to every part of 
the investment made by each entrepreneur, and not 
to the sums paid out as wages alone ? 

To take up the first question: why does not the 
surplus value including profit and interest disappear 
in a fall of prices ? How can the profit be kept from 
the " consumer " ? There is here suggested the 
objection sometimes made to the productivity theory 
of interest, that it does not show how the capitalist 
can keep his " product of capital " from lowering 
prices till interest disappears. This apparent diffi- 
culty is by some writers made the occasion for bringing 
in the cost of abstinence as a necessary check upon 
redundancy of capital and capitalistic production. 
The objectors, however, fall into the common error 

1 See Hollander (The Residual Claimant Theory of Distribution, in Quarterly 
Journal of Economics, February, 1903), who applies the name to the theory of Ricardo. 
In the third of a valuable series of articles on " Wertrechnung und Preisrechnung 
im Marxschen System," in Archiv fur Sozialwissenschaft 1907, Bortkiewicz suggests 
the name " Abzugstheorie " for the theory of Ricardo and Marx. 
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of thinking of but one industry at a time. Excess of 
product in one industry might indeed bring about a 
" ruinous " fall in value. A general fall of values, 
however, is impossible. Moreover the objection that 
profit and interest will be surrendered to the " con- 
sumer " unless product is in some way limited, rests 
on an erroneous conception of the status of the con- 
sumer. When we look at things, not from the point 
of view of a single industry, but of the industrial system 
as a whole, it is obvious that the " consumers," the 
purchasing public, are not a class distinct from the 
" producers," nor an independent factor governing 
value. The purchasers or consumers are the capi- 
talists and laborers of the productive process. As 
long as the laborers do not receive the whole sum of 
money and credit possessed by capitalist and entre- 
preneur, as long as the latter retain something for 
themselves, this something added to the purchasing 
power in the hands of the laboring class will keep the 
total of prices of commodities above the total paid 
out as wages. The sum of prices cannot extinguish 
profit of capital by falling to the sum of the outlays 
for wages. As long as the capitalist and employer 
are not obliged to surrender everything to the employee, 
profit and interest will continue. 

But may profit of capital throughout industry as 
a whole be made to disappear by a rise of wages ? 
This is the second objection our theory must meet. 
Why does not labor obtain the entire product ? As 
long as the value of the product is in excess of the 
wages paid, would it not be profitable to employ 
additional labor ? Would not this be kept up until, 
in every industry, wages equalled the marginal product, 
leaving only a differential profit on the more produc- 
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tive investments, but no profit or interest at the 
margin ? In answer to these objections, it may be 
said that as long as the supply of capital and oppor- 
tunities for employing labor, in such manner as to 
yield an excess over what non-capitalistic labor can 
produce, are not sufficient to employ or have not 
yet employed the world's entire supply of labor, wages 
can be kept down to a point near the amount which 
non-capitalistic labor can produce and there will be 
consequently a profit for capital in the shape of a 
surplus of product over wages. Because of the po- 
tential competition of non-capitalistic labor, the laborer 
employed in capitalistic industries cannot wrest that 
profit from his employer. 

The conditions under which profit of capital arises 
are shown in the following diagrams. 




Pis./ 



h?.*. 



In each figure let cd represent what non-capitalistic 
labor receives as income, and bd (or ac) the world's 
supply of labor, assuming a uniform grade of labor 
in order to simplify the argument. If labor employed 
by capital were paid exactly what non-capitalistic 
labor gets, the parallelogram abed would represent 
the total income of the laborers of the world (not 
the total of wages). Let the curve efg in each figure 
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represent by its distance from the line bd what could 
be produced by capitalistic methods if applied. Dis- 
tances from the line eb represent quantity of labor. 
The shape and elevation of this capitalistic opportunity 
curve, as we may call it, is determined by quantity and 
quality of no-rent land accessible, by the state of 
knowledge of physical forces, and by the devices for 
controlling and directing labor. 

In Figure I the opportunities of capitalistic industry 
are not sufficient to employ the entire population of 
the world, in Figure II more than sufficient. Whether, 
however, the existing opportunities be fully used or 
not, will depend on the supply of capital. If the 
supply is such that only hf of labor can be employed, 
there will be a surplus of product over what labor is 
paid equal to fi without the slightest possibility of 
labor securing this surplus. 

If the supply of capital is just sufficient to exploit 
all capitalistic opportunities, the results will vary 
according to the shape of the capitalistic opportunity 
curve. Under the conditions given in Figure I, if the 
supply of capital is sufficient to employ ag of labor 
and that amount of labor can be secured, marginal 
product and wages would coincide, leaving no interest 
or profit for capital. But might not profit disappear 
even before ag of labor is employed ? Would not 
the marginal product of labor in capitalistic and in non- 
capitalistic occupations become equalized by capital 
drawing in labor from outside until the product under 
employment equalled the wage necessary to attract 
it, while this necessary wage in its turn would be 
increased by the increase of marginal productivity of 
non-capitalistic occupations brought about by the with- 
drawal of labor to capitalistic employment ? To 
illustrate this objection by a diagram, Figure III, we 
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may suppose the income of non-capitalistic labor to be 
raised from cd to kd. Then profit would disappear 
when jl, an amount of labor less than ag, was employed. 




Fia-3. 



This objection assumes a degree of mobility of labor 
which obviously is not to be found. Geographical 
differences of income and wages persist, such as would 
be impossible if perfect mobility and response to eco- 
nomic motives existed everywhere. It is not certain, 
therefore, that capital could attract labor enough to 
carry employment to the point of vanishing profit. 
Moreover, it is highly improbable that capital would 
be invested when returns to capital disappear. It 
appears more likely that the declining rate of profit 
would result either in a vigorous and successful search 
for increased capitalistic opportunity or that capital 
would be consumed in unproductive activities or 
used in speculation. On the other hand, it is doubtful 
whether in the long run the withdrawal of labor from 
non-capitalistic regions can considerably increase mar- 
ginal productivity at those points. Where a class 
lives under conditions of long-established social in- 
feriority and isolation, an increase of income is not 
made permanent by a corresponding rise in the stan- 
dard of living, but forms only the temporary occasion 
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and opportunity for earlier marriages and a higher 
birth rate. There appears to be, therefore, a con- 
siderable number of circumstances that keep the product 
of labor employed by capital above the wage which 
must be paid to that labor. 

The conditions represented by Figure II are in- 
structive, even tho they have not yet been and possibly 
never may be realized. The opportunities for capi- 
talistic enterprise in this case are such as would make 
possible the employment of more than the world's 
entire supply of labor. Now if the supply of capital 
were sufficient to employ the entire working population 
and employment had proceeded to that point, leaving 
no non-capitalistic labor in the world, gc would be 
the marginal profit provided that labor would still 
be content to receive only cd. But there would be no 
non-capitalistic labor to keep down wages. Entre- 
preneurs, if competing, might drive up wages until 
marginal profit was threatened, but would probably 
see the folly of competition and form employers' 
agreements. Labor if organized could demand the 
marginal rate of profit and possibly even more. It 
may seem idle speculation to refer to hypothetical 
conditions, never yet realized in human history. But 
the writer has no intention of entering the field of 
prophecy. The hypothetical case is introduced only 
for the purpose of suggesting by contrast the condi- 
tions under which profit of capital exists. It indicates 
that if discovery and invention should ever create 
capitalistic opportunities so great that the quantity 
of labor which might be employed would be in excess 
of the existing amount of labor, and if capitalism 
should ever extend geographically so as to bring all 
the world's population under its sway, then the system 
of wage-labor and profit on capital, at least as we 
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know it, would come to an end. How profit could 
be kept out of the hands of labor under such circum- 
stances is not apparent. Profit and interest are 
possible because capitalism is geographically limited 
and because neither capitalistic opportunity nor capital 
is sufficient to employ the working population of 
the world. And as against adherents of the abstinence 
theory, who would object that it is reluctance to 
undergo the cost of saving which limits capital and 
makes possible a marginal return, it may be urged 
that what we have called capitalistic opportunity 
is of vastly greater import than the attitude of any 
class toward the exercise of abstinence. When capi- 
talistic opportunity is increased, we can be certain 
that accumulation of capital will follow easily from 
the enhancement of profit. If capital has not yet 
grown so far as to extinguish profit, it is because of 
insufficient capitalistic opportunity. An incomplete 
development of technology, of managerial ability 
and enterprise, and whatever barriers there are to 
the geographical extension of capitalism, have made 
the continuance of profit of capital and interest possible. 
Id other words, it is the imperfect development of 
capitalism that makes capitalism possible. 

The third difficulty which must be met by the theory 
here advanced is that suggested by the question as 
to how the surplus product growing out of a series 
of processes under the control of different entrepreneurs 
is distributed as a fairly uniform rate and assigned to 
each entrepreneur's investment and, moreover, to 
every part of it and not alone to the sum paid out as 
wages. Apparently a rate can be calculated only 
by the summation of the incomes of all the capitalists 
and entrepreneurs and the estimation of this sum as 
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a percentage of the total paid out as wages. But 
how is one to proceed from this rate to a rate assigned 
to every part of the investment, to machinery, buildings, 
as well as to the sums paid as wages ? As a matter 
of fact, the rate of total profit is purely theoretical. 
The gain to capital which arises as a surplus of total 
product over the total of wages is a quantity not 
estimated by any one as a percentual rate. It is a 
quantity, however, for which entrepreneurs engage 
in a struggle and out of this struggle arises an average 
rate of profit which coincides with the theoretical 
rate of total profit. 

If the entire process of making any given commodity, 
including the production of all material and instru- 
ments entering into the product, or used up in the 
process, were controlled by one entrepreneur, whether 
an individual, a partnership, or a corporation, it would 
be possible to state total returns above wages as a 
percentual rate upon wages regarded as the investment. 
Usually the process is divided up among different 
entrepreneurs, and among these the return, in excess 
of wages, is divided roughly according to the extent 
of their investment. If the entrepreneurs of the 
earlier stages of the process of production seek unusual 
gains at the expense of those in the later stages, the 
latter can threaten to make themselves independent 
of the former by undertaking to produce for themselves 
the materials and instruments they may need. Or 
they can encourage competitors of a more reasonable 
frame of mind. In like manner the entrepreneurs 
of the earlier stages can defend themselves against 
those of the later. Thus, through bargaining and 
competition, a rate of profit becomes established for 
any given industry. By movements of capital from 
one industry to another, the rate is equalized through- 
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out the industrial system. 1 This equalized or average 
rate of profit is, of course, only a theoretical approxi- 
mation to actual conditions, a static goal never fully 
attained in this dynamic world. The sums invested 
are given a share in the returns, according to the 
time at which they enter the investment. In other 
words, the rate assigned makes allowance for the 
time element, and is calculated and compounded ac- 
cording to a custom established before modern capi- 
talism itself. 

The solution of the problem of profit of capital 
and interest given above, assumes the existence of 
interest and capitalistic calculation. What the his- 
torical origin of interest may have been, how such 
an income was possible before the modern machinery 
of production, and why it was estimated and com- 
pounded at a time rate, are questions we need not 
seek to answer. The theory aimed at in all of the 
foregoing discussion applies to the modern era alone 
and may, therefore, assume as given such factors as 
have been transmitted from pre-capitalistic times. 
Moreover, the method followed in this study, the 
method of " theory," taking its premises from condi- 
tions now open to observation and not from the his- 
torical past, must of necessity submit to such limita- 
tions. It can reveal the forces at work in the present 
and the conditions of their continuance. It can make 
no pretence of throwing light on the whole course of 
the evolution of economic institutions whose birth has 
preceded our historical era. 

G. A. Kleene. 

Trinity College, 
Hartford, Conn. 

1 Compare Ricardo, Principles, ch. IV, and Marx, Kapital, vol. iii, especially 



